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BEFORE THE STATE BOARD OF EQUALI ZATION
OF THE STATE OF CALIFORNIA

In the Matter of the Appeals of )
SAFEWAY STORES, |NCORPORATED )

Appear ances:
For Appel | ant: Wlliam D. MKee, Attorney at Law
For Respondent: F. Edward" Caine, Associate Tax Counse

OPIL NLON

These appeal s were made pursuant to Section 25667 of the
Revenue and Taxation Code from the action of the Franchise Tax
Board on the protests of Safeway Stores, Incorporated, to pro-
posed assessments of additional franchise tax in the amounts of
$174,978.54, $30,793.02 and $96,039.34 for the incone years 1947,
1949 and 1§§b, respectively, "and, pursuant to Section 26077 of
t he Revenue and Taxation Code, from the action of the Franchise
Tax Board in denyln%_the clains of Safeway Stores, |ncorporated,
for refund of franchise tax in the amounts of $126,398.86 and
$35,952.76 for the incone years 1948 and 1949, respectively.
Since the filing of these appeals, the Appellant has paid the
proposed assessnents of additional tax, In accordance with
Section 26078 of the Revenue and Taxation Code, the appeal from
the action of the Franchise Tax Board on those proposed assess-
ments will be treated as fromthe denial of clains for refund.

~ Appellant is a Maryland corporation qualified to do busi-

ness in California. During the years 1947 throu?h 1950 it
oPerated, directly or through subsidiary corporafions, a chain
of more than two thousand retail food nmarkets and related meat,
E{ocery, produce and egg war ehouses in twenty-three states, the

strict of Colunbia and the five western provinces of Canada.
In connection with its food store business, Appellant, either
directly or through subsidiaries, also conducted |arge scale
Purchaslng, manuf acturing and processing operations throughout

he United States and Canada. |In addition, Appellant, either
directly or through subsidiaries, maintained approximtely thirty-
five organi zations which provided the entire Safeway organi zation
with services in such fields as accpuntlng, financing, advertis-
ing and law. Sone of the subsidiaries did business only within
California, sone did business both within and wthout California,
and sone did business only without California.
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_ The entire business of Appellant and its subsidiaries was
highly integrated. Al offices, stores, warehouses and plants
performng simlar functions were operated in a simlar manner
and under the sane policies. Al retail operations were known
under the nane "Safeway," Which was widely advertised in the
United States and Canada, were conducted in stores of simlar
design and pronmoted the sane "sponsored brands” (brand names of
Safeway products).

The principal executive offices of the Safeway organization
were |located at Cekland, California. Fromthese offices the
entire business was managed, directed and controlled. At the top
of the executive structure at Oakland, with ultimte responsi-
bIIItY for all operations and policies, was the President of
Appel lant and a group of executives known as the "President's
Staff," consisting of approxi mately eight enployees of Appellant.
General responsibility for distribution activities was exercised
directly by Appellant®s President. General responsibility for
each of the various supﬁly and service conPanles was exercised by
i ndividual members of the "President's Staff." In determnin
policy and in directing the day-to-da% operations, no distinction
was nade between the portions of the business conducted in the
United States and the portions conducted in Canada, nor between
the portions conducted by Appellant itself and the portions con-
ducted by subsidiary corporations.

o During the period in question, Appellant received _
dividends from several of its subsidiaries, including two of its
Canadi an subsidiaries, Canada Safeway Limted and MacDonald's
Consolidated Limted. Prior to this period none of the subsidiary
corporations had paid any dividends to Appellant. Canada Safeway
Limted owned retail food stores located In Canada and also
ﬁgerated mlk plants and bakeries supplying its retail operations.

cDonal d's Gonsolidated Limted operated warehouses in Canada.
Appel lant itself did no business in Canada,

_ In the period between 1943 and 1945, Appellant acquired
nine meat packing subsidiaries for the purpose of assuring the
retail stores an adequate meat supply. These corporations, |ike
all of the others previously referred to, were conducted as part
of the unitary business of the Safeway organization. The opera-
tions of e|%ht of these subsidiaries were unprofitable and
Appel | ant advanced to them substantial suns of nmoney. Wthin the
period here in question, Appellant caused the meat packing sub-
sidiaries to be liquidated and their assets sold. It incurred
| osses on its investment in the stock of eight of these sub-
sidiaries and on the loans which it made to them

During the years in question, APpeIIant had an average of

twenty-seven stores in Maryland, the State of its incorporafion
and average annual sales there of $18,500,000. In the sane
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period, it had an average of approximately six hundred stores in
California and average annual sales here of $322,226,462. Its
average California payroll was 36.37 percent of its total payrol
and the average value of its property in California was 26.50
percent of the total value of its property.

~ Conmmencing in 1937 and continuing through the period in
question, Appellant annually reported to the Franchise Tax Board
or its predecessor the conbined net income of the entire multi-
corporate business. In each report Appellant allocated a portion
of the conbined net income to California sources by use of the
usual three-factor formula. Attached schedul es showed a break-
down of the California income and tax of each corporation d0|n8
business within this State, as conmputed by Appellant. G vidends
received by Appellant fromits subsidiaries during the period in
question were not included in reported income. Liquidation
| osses on neat packing subsidiaries were adjusted to reflect the
amounts by which prior operating |osses of those subsidiaries
had of fset operating income of other nmenbers of the affiliated
group. Asso adjusted they were deducted by Appellant in its
comput ation of the combined net income subject to allocation

In reconputing the income of Appellant and its affiliated
corporations for purposes of the assessments here in question,
the Franchise Tax Board allowed the clained deductions of Iiqui-
dation |losses from the conbined allocable incone, but added al
I nterconpany dividend income to Appellant's non-allocable
California income. In the Notices of Action upon Appellant%
protests the Franchise Tax Board reduced the interconpany divi-
dend income by allow ng dividend deductions conputed under Section
g(h) of the Act. Liquidation |osses which had preV|ousI¥ been
al l owed as deductions fromunitary inconme were added back and in
|ieu thereof were allowed, as reconPuted by the Franchise Tax
Board after adjustment on account of prior operating |osses, as
deductions from non-allocable California incone.

In the claims for refund filed after receipt of the Notices
of Action, Appellant takes the position that if interconpany
dividends are taxable in California as non-unitary income from
intangi bles, then on the sane reason|ng I nt erconpany worthl ess
stock and bad debt |osses should be deductible in full from
California income as non-unitary |osses fromintangibles. The
Franchi se Tax Board denied the clains on the ground that they
were barred by the statute of limtations. It now, however, con-
cedes that they were timely, with the exception of the claim for
the year 1949, to the extent it relates to |osses from worthless
st ocks. Apgellant in turn concedes that this portion of its
claim for 1949 was not tinmely.
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There are three basic questions presented for our decision.
They are:

1. \Whether dividends received- fromwholly owned sub-
sidiaries were taxable to Appellant.

2. _If any of the dividends were taxable, whether the
Franchi se Tax Board correctly conﬁuted t he dividend deductions
$II0X§bIe under Section g(h) of the Bank and Corporation Franchise

ax Act.

3. To what extent |osses resulting fromthe Iiquidation
of the subsidiary corporations were deductible by Appellant.

TAXATION OF INTERCOMPANY DI VI DENDS

~ Appellant contends that where the income of a group of
affiliated corporations engaged in a single unitary business is
combi ned and apportioned anong the places i n which the business
I s conducted, Interconpany dividends nust be conpletely elimnated.
In the alternative, it contends that the dividends should be
i ncluded in the combinedincome to be allocated within and w thout
the State. Essentially simlar contentions were considered by
this Board in the Appeal of Dohrmann Commercial Co., decided
February 29, 1956 TZ CCH Cal. _Tax Cas. Par. 200-504, 2 P-H
State & Local Tax Serv. Cal. Par, 13152), and we concl uded that
the Bank and Corporation Franchise Tax Law required all dividends
from stock having a situs in California to be included in the
nmeasure of the tax, except to the-extent they were deductible
under_Section 8(h) of the Act. The cornerstone of our decision
was Edison California Stores, Inc. v. McColgan,30Cal. 2d 472,
in which the court held thal the allocation of income on the
basis of a conbined report does not disregard corporate entities;

. Appel l ant argues that our conclusions in Dohrmann, supra,
are without application here because the Franchi s& Tax Board,
addressing its assessments only to Appellant, elected to tax the
entire group of corporations as one entity. This position may be
assumed to be correct if the conbined reports flleg by Appel I'ant
constituted true consolidated returns on behalf of all the cor-
porations in the group and the 'group was in fact taxed as one
entity. (Edison California Stores, Inc. v. McColgan, SUpra;
Keesling and VArren, The Unitary Concept in the Kliocatlon of
| ncone, 12 Hastings L.”J. 4Z, p. 60.)

Authority to allocate the income of a unitary business,
whet her the integral parts of the business were or were not
separately incorporated, was derived fromthe general provisions
of the Bank and Corporation Franchise Tax A@t_relatln? to the
ascertainment of income attributable to activities within the
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State. (Edison California Stores, Inc. v. MeColgan, Supra.)
The authority To use a consolidaied return as a 6a3|s for the
taxation of ‘a group of affiliated corporations as a unit, on the
ot her hand, rested upon specific statutory provisions. Since
1937, the year in which Appellant commenced reporting the combine
incone of its affiliated ?VOUP.Of corporations for allocation
Purposes, the privilege of filing consolidated returns was
imted by Section 13.1/2 of the Act to groups of affiliated
railroad corporations. Although Section 14 of the Act authorized
the Comm ssioner (now the Franchise Tax Board) to tax an affili-
ated group of corporations as a unit, this provision was
applicable only if all of the corporations in the group were
t axabl e as doing business within the State. (Bay Cities
Transportation Co. v. Johnson, 8 Cal. 2d 706; Edi$om California
tores, Inc. v. MeColgan, supra.) Thus Appel |l ani _never had_ the
option of making @ consolidated return and Respondent was without
authority to require it. Absent such authoriﬂy, Respondent coul d
not "elect” to tax Appellant and its affiliated corporations on
a consolidated basis. W conclude, accordingly, that the assess-
ments in question did not constitute such an election.

Appel | ant next contends that the situs of the stock of
Canada Safeway Limted and MacDonal d's Consolidated Limted was
in Canada and that the dividends on that stock were therefore not
includible in the measure of the California tax. The basis of ite
argument is that the Canadian subsidiaries were integral parts of
the unitary business and were sinply the instrumentalities by and
t hrough which Appel | ant conducted that business in Canada.

Appel I ant |eans heavily on Holly Sugar Corp. v. Johnson
18 Cal. 2d 218, as support for it : e the facrs were
that a New York corporation doing a-substantial part of its busi-
ness in California, but with its 8;|nC|paI office in Colorado,.
acquired 70% of the shares of a California corporation engaged in
the same type of business wholly within this State, for the pur-
pose of controlling the policies and operations of the donmestic
corporation. The court held that by economc integration wth
the omnln% corporation's operations within California the shares
of stock had becone sufficiently localized to acquire a business
situs here. Since Appellant did not do business in Canada, the
deci sion is distinguishable and, in the light of other California
authpyltles, hereinafter nentioned, does not sustain Appellant's
posi tion.

- Appellant has also directed our attention to several
decisions_in other jurisdictions, wth particular reference to
Kentucky Tax Comm'r V. Fourth Ave. Amusement Co., 170 S.W 2d 42,
and Stanley Wrks V. HaCKett, 190 Atl. 743. I'n those decisions
the courts have, wunder Tocal statutes aﬁglied what Aﬁpellant
describes as the multimate source doctrine.” Under that doctrine
corporate entities were apparently disregarded and d|V|dengs
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received by a parent corporation from a subsidiary corporation
were treated as business incone attributable to the place where
the subsidiary conducted its business. \Watever its nerits,
this theory has not been followed by our courts.

In MIler v. McColgan, 17 Cal. 2d 432; Southern Pacific
€o. V. McColgan, 60 CaTl. Afg. 2d 48, and Pacific Western OT Corp.
v. Franchise Tax Board, 6 Cal. APR' 2d 794 drvirdend 1 ncome was
regarded as having 1ts source in the shares of corporate stock of
the declaring corporation and to be taxable at the situs of the
stock. In Southern Pacific Co. v. McColgan, supra, the situs of
stock whi ch™was |ntegrallx connected wth and used to further the
mul ti-state business of the corporate stockholder was held to be
at the commercial domcile of the stockholder, that is, the'place
from which the business was directed and controlled and where a
maj or part of the business was conduct ed.

The comercial domcile of Appellant was in California.
It was from the executive offices here that the entire unitary
busi ness was managed and controlled. It was here that the shares
of stock in the Canadian subsidiaries were used to control the
policies and operations of those corporations as a part of the
unitary enterprise. In our opinion, the shares of stock had a
%?%S here and the dividends were properly attributed to this

ate.

DI VI DEND DEDUCTI ONS
During the period here in question Section 8(h) of the

Bank and Corporation Act (now Section 24402 of the Revenue and
Taxation Code) read as foll ows:

I'n conputing "net incone" the follow ng deductions
shal | Dbe al [ owed:

S ke 3k

Di vidends received during the income year declared
from income which has been included in the nmeasure
of the tax inposed by this act upon the bank or
corporation declaring the dividends, or fromincone
whi ch has been taxed under the provisions of the
Corporation Incone Tax Act to the corporation
declaring the dividends.

_ Since the Canadi an subsidiaries did no business in
California and had no California allocation factors, there has
been no tax inposed upon those corporations by this State.
Section &(h)by its terns was, accordingly, wthout application to
the dividends declared by the Canadian Subsidiaries and received
by Appellant. It must be recognized, however, that formula
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al l ocation of the combined income of a unitary business will not
ordinarily coincide with the distribution of earnings and profits
by separate accounting. If under the formula allocation a |arger
ortion of the conbined income of a group of affiliated corpora-
lons engaged in a single unitary business is attributable to
California than the aggregate of the income attributable to this
State by the separate accounts of each menber of the group, an
adj ustment to interconpany dividend inconme may be required to
avoi d double taxation of the sane incone.

W& have no doubt that Respondent's statutory authority to
apportion for purposes of taxation the net incone of nultistate
unitary business 1s sufficiently broad to enconpass any adjust-
ments to such incone necessary to avoid double taxation Qgrth|s
State in accord with the underlying purpose of Section 8(h). For
purposes of this discussion, accordingly, we shall refer to al
deductions from dividend incone as though they had been conputed
under Section 8(h).

Since this a%peal has been filed the Franchise Tax Board
has revised its nethod of conputing Section 8(h) deductions and
has redetermned the dividend deductions allowable to Appellant.
The nethod now proposed woul d allow a deduction for each dividend
In the proportion that the earnings and profits of each payor
attributable to California bears to its total earnings and _
profits. \here, as here, the incone of the corporation declaring
the dividend is included for purposes of allocation in the com
bined income of a group of affiliated corporations, the denom n-
ator of the ratio I's neverthel ess determned fromthe payor's
separate_accountlag_records,_mhich reflect the total book earnings
and profits fromwhich the dividend was paid. In deternining the
numerator there is included that portion of the California income
attributable to the California factors of the payor, if any,
adjusted for excesses or deficits arising fromits actual Treceipt
of more or less of the total California income than the anount
attributable to it by its California factors. The follow ng
exanpl e furnished by the Franchise Tax Board illustrates the
actual_cpnPutatlons to be made in the application of this method
to affiliated corporations.
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?é% Parent  Sub.-1 Sub.4 Sub. -3 Sub-4 Tota
California factors 0 0 10% 6% 9% 25%

#¥otar factors 30% 5%  10% 20% 15%  100%
Unitary income 400, 000 300, 000 80, 000 160,000 60, 000 1,000,000

Apportionnent of
total unitary incone
(item2 x-item3 total) 300,000 250,000 100,000 200,000 150, 000 1,000,000

Excess of item 3 over
I tem 4 100,000 50,000 (20,000) (40,0000 (90,000) O

Apportionnment of
California Unitary
income (ltem1 x total

of item 3) 0 0 100,000 60,000 90,000 250,000
Limtation
éitemG X item3)
Item 80,000 48,000 36, 000
Excess California
i ncome 20,000 12,000  sh,000 86, 000

Appor tionnment  of

excess (in ratio of

excesses at 1tem5)

100,000 x 86, 000 57, 333

150,000

50,000 x 86,000

150,000 28, 667

Unitary incone
included in the
neasure of Calif. tax
(item6 mnus

item 8 plus item9) 57,333 28,667 80,000 L8,000 36,000 250,000

It is Appellant's position that the Section 8(h) deductions
shoul d have been conputed by the use of the conbined allocating
percentage, on the basis of which the conbined unitary income was
actually allocated within and without the State on the conbined
report. In support of this conclusion it argues that every
dol lar of wunitary incone swells the conmbined Income the sane as
every other dollar and that the application of a conbined alloca-
tion Percentage to the total unltar¥ income assigns that percent-
age of each dollar to California. his nethod and the argunent
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In its support are untenable because theg overl ook the fact that
the interstate apportionment of unitary business inconme for the
purpose of taxation is a neans of ascertaining the actual incone
attributable to the portion of the unitarv business conducted
within this State (Edison California Stores v. McColgan, Supra),
rather than a means of apportioning each 1ndiviaual éﬁrfar of
incone of the entire systemwthout regard to its source. More-
over, both ignore the second, and frequently essential, step of
the allocation process, which is the apportionnent of the aggre-
gate California net incone among affiliated corporations dorng
businesswithin California. (See Keesling and Warren, The Unitary
Concept in the Allocation of Inconme, supra,) |In effect, the,
method urged by AppelTant erroneously assunes that the affiliated
group of corporations is taxable as a single entity.

~ As reconputed by the apPIicatiQn_of the method illustrated
herein, the aggregate amount of the dividend deductions allowable
to Appellant i's substantially larger than the anmount previously
allowed in the Notices of Action issued by the Franchise Tax

Board. In our _opinion, the method of conputation now utilized by
the Franchise Tax Board removes the possibility of double taxation
andmrepresents an acceptable solution to a conplex and difficult
probl em

LI UIDATICN LOSSES

The present position of the Franchise Tax Board wth
respect to osses_resultln% fromthe liquidation of the neat pack-
Ing subsidiaries is that ( % the bad debt |osses are deductible
from the conbined income, (2) the losses on the stock are a55|%n-
able to the commercial domcile of Appellant in California, an
(3) the stock |osses nust be reduced to ref|ect prior operating
| osses of the |iquidated subsidiaries. It is Appellant®s con-
tention that (1) if interconpany dividend incone is includible in
its California non-unitary income, then both the interconpany bad
debt |osses and the stock |osses are deductible fromits
California incone as non-unitary losses, and (2) that the stock
| osses shoul d not be adjusted because of prior operating |osses
of the liquidated subsidiaries.

_ The clained interconpany bad debt |osses arose from a
series of advances from Appellant to eight of its neat packing
subsidiaries. Fromtime to time the subsidiaries nmade rePaynents.
The subsidiaries were an integral part of the unitary system and
their operations were reflected in the conbined reports filed py
Appel l'ant.  Advances by Appellant were made for the purPose of
meeting normal operating expenses of the subsidiaries, thus
enabling themto acquire meat for distribution through "Safeway®
stores.  Assumng, wthout deciding, the-correctness of the
Franchi se Tax Board's concession that the amounts of the advances

~35-



Appeal s of Safeway Stores, |ncorporated

remaining unpaid at the tine of liquidation of the subsidiaries
constituted losses fully deductible in the year of [iquidation

we conclude that they were unitary business” | osses deductible from
the conbined allocable business income. (Appeals of M. Seller

Co., decided August..26.1946;.Houghton-Mifflin CO., decided

March 28, 1946; and Marcus-Lesoine, declded July 7, 1942.)

Both the Franchise Tax Board and Appellant agree, and we
concur, that interconpany stock |osses should be accorded the
sane treatnment for allocation purposes as are interconpany
dividends. For the reasons stated in our discussion of inter-
conpany dividends, we conclude that the stock |osses are deduct -
ible fromAppellant's California income. W shall, accordingly,
consider here only the question of the adjustnents urged by the
Franchise Tax Board to reflect prior operating |osses of the
| iqui dated subsidiaries, thereby purportedly giving tax benefits
Egl' pellant and its other subsidiaries doing business in

i fornia.

It is the Franchise Tax Board's position that the adjust-
ment of the stock |osses to reflect prior operating |osses of the
| iquidated subsidiaries is required to avoid double deductions.

I'n support of this contention it relies entirely upon decisions
and regulations concerned with consolidated returns filed under
provisions of the Federal |aws. As Appellant 's combined reports
were not the equivalent of consolidated returns, those authorities
are wthout application to the stock |osses in question and
require no discussion. In view of our conclusion that incone.
derived from stock in the form of interconpany dividends is non-
business income, it necessarily follows that interconpany |osses
on stock nust be treated as non-business |osses. They are, _
accordingly, not subject to adjustnent because of prior operating
| osses taken into account in the determnation of net unitary
busi ness incone.

Pursuant to the views expressed in the Opinion of the
Fﬁardfon file in this proceeding, and good cause appearing
erefor,

| T 1S HEREBY ORDERED, ADJUDGED 4AND DECREED, pursuant to
Section 26077 of the Revenue and Taxation Code, that the action
of the Franchise Tax Board in denying the claims of Safeway
Stores, Incorporated, for refund of franchise tax in the amounts
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of $174,978.54, $126,398.86, $66,745.78 and $9.6,o%9.316 for the
income years 1947, 1928, 1949 and 1950, respectively,  be and the
sane is hereby modi fied as follows: The bad debt [osses incurred
by Appellant on the liquidation of its meat packing subsidiaries
are 1o be allowed as deductions in the determnation of net
unitary business- income subject to apportionnent; the stock |osses
incurred upon the liquidation of those subsidiaries are, to the
extent timely clainms relating thereto have been filed, to be

al | owed as deductions from Appellant's California income wthout
adjustments for prior operating |osses deducted in the determ na-
tion of net unitary business incone; and the deduction from

I nterconpany dividénds are to be reconputed in accordance wth
the method set forth in the Qpinion on file herein. |n all other
respects the action of the Franchise Tax Board is sustained.

Done at Pasadena, California, this 2nd day of march, 1962,
by the State Board of Equalization.

George R._Reilly , Chairman

John W. Lynch , Member
Paul R..Leake , Menmber
Ri chard Nevins , Member

, Menber

ATTEST: Dixwel | L. Pierce , Secretary
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